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The Asian Financial Crisis in Retrospect
What Happened? What Can We Conclude?

This memorandum provides an overview of the Asian financial crisis of 1997-98. It reviewsiits
evolution, causes, and consequences and examines the reaction by (inter)national
policymakers.

Macroeconomic indicators were deteriorating before the crisis, but it is debatable whether
that alone can explain the severity and spread of the crisis. One group of observers have
argued that the root of the crisisliesin fundamental economic weaknesses; others have claimed
that East Asia fell prey to a sudden shift in investor confidence.

The effects of the Asian crisis have not been limited to East Asia: the crisis has had far-
reaching consequences, particularly for some other emerging market economies. The advanced
economies and China, in contrast, have weathered the crisis quite well.

While the IMF has been criticised for its heavy-handed and intrusive response, recovery
was fairly rapid in most cases. Yet, although the most-heavily affected countries have made
progress with financial and corporate reforms, much remains to be done before this processis
complete.

Like the crises that preceded and followed the Asian financial crisis, the eventsin Asia
demonstrate the need to strengthen the international financial architecture.
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Introduction

In 1993 the Worldbank, celebrating the outstangiegormance of eight Asian economies,
coined the term ‘The Asian Miracle’. Less than fixgars later, four of these economies
(Indonesia, Malaysia, Korea, and Thailand) andahiippines found themselves in one of the
sharpest economic crises of the last decAtiémny have wondered whether this marked the
end of the Asian miracle; some have even questidaegry existence.

Unlike previous crises, the Asian crisis was hatseal by macroeconomic policies that were
incompatible with the maintenance of a fixed exajgarate (as in first-generation models of
financial crises). Nor was it merely the resulseff-fulfilling expectations (second-generation
models). Rather, the Asian crisis stood model fiviral generation of financial crisis literature,
which concentrates on moral hazard problems, fiaafragilities, and weaknesses in corporate
balance sheets, and incorporates the contagiorisesc

The Asian crisis was virtually unpredicted and,®ntanifest, its severity underestimated
by policymakers. The scale of the crisis has beemarkable. What started out as a currency
crisis in Thailand quickly developed into a fullelin financial crisis of regional and
international proportions.

Not surprisingly, the Asian financial crisis haghehe inspiration for a vast array of
literature on its origins, consequences, and raatifins for policy making. It has also given
new impetus to the debate on the global financighitecture in general and the role of the IMF
in particular. And, with new publications appeariegularly? the Asian crisis is still a topical
subject. Not only has it become a reference poinEast Asia’s economic performance, it has

also defined a new thinking on crisis preventiod aranagement.

This memorandum gives an overview of the Asianrfaial crisis. Although it seeks to be
comprehensive, it does not purport to be exhaustikie remainder of this study is organised as
follows. The next section reviews the eve, onsad, spread of the crisis. Section 3 provides an
overview of the causes of the crisis, while seciamnalyses its consequences. This is followed
by an examination of the policy response in seciio8ection 6 subsequently assesses whether
the crisis countries have made a complete recausdysection 7 draws some important lessons.

Finally, section 8 concludes this memorandum.

* In what follows, these five most affected economies will also be called Asia-5.
2 To name but two: see Krueger (2004) and Willett et al. (2004).
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2.1

Evolution

This section provides an account of how the Asigsiscunfolded® Point of departure is the
situation before the crisis. While the Thai and &or economies were experiencing a serious
deterioration of economic fundamentals, the outlfmwindonesia, Malaysia, and the
Philippines was not particularly gloomy. The anaytken turns to July 2, 1997, when Thailand
abandoned itde facto exchange rate peg to the US dollar. From this diateards the situation
worsened sharply as the Thai crisis engulfed mdiétast Asia, and spilled over to other parts
of the world.

The Run-Up to the Crisis

The extent of financial and macroeconomic problenisr to the crisis varied across the Asia-5
countries. While all countries were afflicted witcertain degree of frailtyf,hailand appeared
to be in an especially bad shape. Macroeconomidittons were deteriorating markedly during
the first half of the 1990s, with widening curreicount deficits (table 2.1) and increasing
short-term foreign indebtedness (table 3.3). Thkeei@singly open capital account and the false
sense of security provided by the pegged exchaatgehed induced large, mainly short-term
capital inflows (table 3.1). These, in turn, st@dhe basis of a rapid lending boom (table 3.2).
The surge in capital inflows also generated lamgjeedged foreign exchange positions in the
corporate and financial sectors, which had thusimecincreasingly fragile.

Confidence ebbed when exports slowed sharply durg8$. Capital inflows subsequently
decelerated and the Thai baht suffered a numbgpesfulative attacks after July 1996,
reflecting intensifying concerns about the sustailitst of the de facto US dollar peg.

Table 2.1

1992
1993
1994
1995
1996

Current Account (% GDP)
Indonesia Malaysia Philippines  Rep. of Korea Thailand

2.0 3.7 -1.6 1.3 5.5
1.3 4.6 5.5 0.3 -4.9
-1.6 7.6 4.6 -1.0 5.4
3.2 9.8 4.4 1.7 7.9
3.4 4.4 4.8 4.4 7.9

Source: ADB, Key Indicators, 2003.

% see Berg (2001) and Corsetti et al. (1998b) for a detailed reconstruction of the Asian crisis. This section draws heavily on
these publications. IMF (1997) also provides a good account of the run-up to the crisis and its subsequent evolution. See
ADB (1998), Baig and Goldfajn (1998), and IMF (1998a) for a chronology of major events during the Asian financial crisis.
ADB (1999) summarizes the evolution of the crisis during 1998.



The government initially responded by supporting ¢hrrency through large spot and forward
interventions, before introducing capital and exgjecontrols in May 1997. These measures
proved inadequate, however, and in a final effodtem the downward pressure on the baht,
short-term interest rates were raised in June 1l98W&ever, Thailand was forced to let its
currency float on July 2. The baht dropped shairptye ensuing weeks, raising doubts about
the sustainability of exchange rate arrangemes&adlere in the region.

Korea also experienced a serious worsening in its ecamsituiation prior to the Asian crisis.
Exports growth fell significantly and the curreetaunt deficit widened dramatically during
1996, compounding a massive build-up of short-tdefot. However, Korea’s more flexible
exchange rate arrangement (the won had been allmadepreciate against the dollar) and its
relatively closed financial sector had made the @diate risk of a speculative attack less likely
(IMF, 1997). Yet problems were mounting in the argie sector. Large Korean conglomerates
(chaebols) were reporting deteriorating profitability, thesecreating fears about possible
bankruptcies. Stock markets fell sharply as a teduhumber ofthaebols went bankrupt in

early 1997, which exacerbated the fragile statb®banking system.

Indonesia’s problems were of a different nature. The couh@gl experienced an acceleration
of growth during 1995, which had caused concerosiabverheating. The Bank of Indonesia
aimed at dampening domestic demand, yet was relutttancrease interest rates significantly,
for fear of attracting additional capital flows.i$head to serious doubts about the
government’s commitment to tackle Indonesia’s grayproblems. The situation did improve
during 1996, however, and despite rising levelshafrt-term foreign debt, Indonesia appeared
to be in a relatively good shape mid-1997.

There were also concerns for overheatiniyledaysia, particularly in view of the surge in

public investment during 1995, which was mainlyrdpen large infrastructure projects. By the
end of 1996, however, with the decline in the aureecount deficit, these worries had abated.
Of far greater concern were the effects of thet #hifnarket sentiment towards Malaysia as an
attractive investment opportunity. Short-term calgitflows surged, bank lending increased
sharply, and the availability of loans fuelled aset (especially property) price boom. Yet,
apart from a widening current account deficit dgrir892-95 and slowing exports, the
Malaysian economy looked relatively strong and ldigpd none of the sort of external debt
problems that were present in Thailand and Korea.

Economic conditions in thihilippines also appeared sound compared to other economies in
the region. Although the amount of short-term enaedebt was fairly high, there was no
immediate risk that these loans would not be rotleer. However, some notes of concern



2.2

appear justified, in particular regarding the lacgerent account deficit and the rapid lending
boom, which had fed increasingly risky investmenajcts.

The Onset of the Crisis and its Spread

The Thai baht depreciated sharply after its pegatendoned (figure 2.1). Investors also
became more critical of fragilities in neighbouricmuntries. Both the Philippine peso and the
Malaysian ringgit came under speculative pressndeveere allowed to float on July 11 and
July 14 respectively. In Indonesia, the rupiah caimaer pressure and fell sharply within its
widened intervention band. Interest rates werestasteeply, yet the Indonesian exchange rate
arrangements appeared unviable, and on Augustelhdonesian authorities also allowed the
currency to float.

The Southeast Asian currencies continued to falhduAugust and September. By the end
of September, the baht had depreciated by 43%uflieh by 37%, the ringgit by 26%, and the
peso by 299%.This sequence of depreciations adversely affetieer currencies in the region.
The Singapore dollar, for instance, fell in respotwsthe plunge of the ringgit. Market pressures
also mounted in Taiwan in October, largely fed bgaerns about a loss of competitiveness
against the continuously depreciating currencigssdboutheast Asian competitors. In light of
these developments, the Taiwanese authorities e éadlet the currency float, which prompted
a 5% depreciation on October 20. This in turn digeeculations about the sustainability of
exchange rate arrangements in Hong Kong which kpdriznced a significant real
appreciation. Market participants expected thafittesl parity to the US dollar (currency
board) would be abandoned, but the authoritiegirbgtically increasing interest rates, were
successful in withstanding a collapse of the cuayeBtrong adverse effect on equity markets,
however, could not be avoided. During October 20t28 Hang Seng Index lost 23% of its
value, its heaviest loss ever.

This time, the spillover effects were not limitedAsia. Following the crash in Hong Kong,
the Dow Jones dropped by 7% on October 27. This @iso spread to Latin America where
Brazilian, Argentine, and Mexican authorities rdigaterest rates to defend local currencies.
Similarly, interest rates were raised in Greecesdiy and the Ukraine.

Although the Korean won had so far been spared Speculative attacks, it was facing
growing pressures after the depreciation of thev@aese dollar and collapse of the Hong Kong
stock market. Moreover, Korea had suffered a sicanit loss in competitiveness as a result of
the depreciations of the Thai baht and the SingadoHar and the economy had already been

in a dire state prior to the onset of the AsiasisriKorea abandoned the defense of the won on

4 Depreciations (local currency value of US dollar) are relative to the end of December 1996.



November 17, which caused the currency to plumBet to the importance of the Korean
economy, the fall in the won set in motion a newevaf devaluations of Southeast Asian

currencies.

Contagion during the Asian financial crisis: theory and practice

Contagion is, broadly defined, the cross-country transmission of shocks.? There are various channels through which
these spillover effects can take place. First, shocks can be transmitted through fundamental linkages among countries.
For instance, countries are connected through real fundamental links, which include trade and FDI relationships. If one
country experiences a financial crisis, its major trading partners may feel the impact through lower import demand from
the crisis country. The crisis may also be transmitted through a spiral of competitive devaluations between the crisis

country and its major trading partners and competitors.

A second type of fundamental linkages results from interconnectedness through the international financial system.
These financial effects result from the behaviour of, for instance, institutional investors, who, faced with sudden
withdrawals by their clients, decide to liquidate part of their portfolio. They usually cash-in on their investments in
countries that have not yet been affected by the initial shock (but seem vulnerable), thereby transmitting the crisis to

third countries.

Occasionally, the contagion effects of a crisis cannot be explained by fundamental linkages alone. In those cases the
spread of a crisis is often attributed to herding behaviour. When individual investors have insufficient information about
fundamentals in different markets, they may infer from the behaviour of the rest of the market that something is afoot,
and hence follow the herd. Investor perceptions can thus transmit a crisis from one country to the next, even though no

real or financial linkages exist between the two economies.

Which of these factors have been important during the Asian financial crisis? Kawai et al. (2001) point out that intra-
regional trade among the crisis countries is high and has probably accelerated the process of contagion. However, they
also argue that trade and foreign investment linkages between Korea and Thailand are rather weak and that the speed
with which the crisis spread through East Asia was beyond that can be explained by real linkages. They thus conclude
that real fundamental linkages do not appear to have been a dominant channel of contagion.

Financial linkages, on the other hand, do appear to have played an important role in transmitting the crisis. International
banks reduced their exposure to other countries in the region and emerging economies in general, thereby propagating
the effects across markets.

Finally, Kawai et al. (2001) argue that herding behaviour has been very prominent in the cross-country transmission of
the Thai crisis. Contagion was driven by changing investor sentiments and perceptions, and resulted in a panic-fuelled

run on other currencies. Fundamental relationships among countries cannot explain these spillover effects.

a
The Worldbank is an excellent source for further material on contagion. This box is based on the framework provided by the Worldbank.

See http://www1.worldbank.org/economicpolicy/managing%20volatility/contagion/index.html.

Since most of their loans represented unhedgedjfoceirrency exposures, the debt burden of
Korean and Indonesian banks and corporations wasedg worsened by the continued
depreciation of their currencies. Problems wereentzated by a high perceived risk of
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bankruptcy, which made creditors reluctant to ookr their loans. A financial panic followed

in Korea in December culminating in a breakdowtthef won® In January 1998, the Indonesian
rupiah also gave way, which made it increasingffjailt for domestic firms to service their
foreign debt. At the end of January 1998 the rupiak about 325% below its June 1997
value® Over that same period, the Thai baht had depestiay about 113%, the ringgit and
won by 82% and 71% respectively, and the peso Bf.61

For most countries the situation began to makerafar the better at the start of 1998, aided in
part by IMF-supported adjustment programmes. Fefadefault in Korea receded after an
agreement was reached with creditors to restrugtareof its debt. Thailand made progress
with its IMF-supported financial restructuring pragime, which contributed to a strong
recovery of the baht. The Malaysian and Philippingencies also strengthened during the first
months of 1998. The Indonesian rupiah, in contresgkened sharply amid widespread loan
defaults and bankruptcies. The situation improvedind March and April when the country
reached new agreements on economic reform andreatrlacturing.

This revival was short-lived, however, as econoramvery in Indonesia was compromised
by growing political and social unrest, and Jap@tsnomic woes had a negative impact on the
rest of Asia. The falling yen dragged down otheil@Asurrencies and stock markets, again
shattering investor confidenédhe situation intensified on August 17 when Russigalued

the rouble and effectively defaulted on its dontegtivernment debt.

With a strong rebound in currencies and stock markes outlook improved substantially
towards the end of 1998. By the beginning of 19#%ervers were cautiously optimistic as the

Asian economies appeared to have stabilised.

® The won collapsed by 35% in a single week and by over 45% during December.

® Local currency value of US dollar.

" IMF (1998a) reports that the Korean stock market index fell to an 11-year low on May 26, and that the Thai stock market
index fell to a 10-year low on June 1.



Figure 2.1 Exchange rates (domestic currency value of US dollar)
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3.1

Causes

Several explanations of the Asian crisis have lmgriorward. These broadly speaking, centre
on two hypotheses. The first set of explanationgs that poor fundamentals and structural
weaknesses were at the root of the crisis. Fund@atierbalances and inadequately regulated
domestic financial markets created a situation phaved unsustainable.

The second set of explanations posits that thesaxigs the result of a sudden shift in
investor sentiment, unrelated to economic fundaedenthis interpretation views the Asian
financial crisis as an example of a financial paniahich the self-fulfilling pessimism of
international lenders caused liquidity problemshia affected countries’ financial systems.

These interpretations are not mutually exclusiven& observers have combined the two
hypotheses stressing that the economies’ fundam&atknesses increased their vulnerability
to financial market panics. This section providesserview of the main arguments used in
this debaté.

Fundamentals

According to the fundamentals view, basic economgaknesses and policy inconsistencies
were at the origin of the financial crisis in 198Tany of these shortcomings were masked by
East Asia’s strong performance over the previowsdes. Yet below the surface, several
factors did—in retrospect—provide cause for alarmstFon a microeconomic level, several
financial sector weaknesses appear to have plagghiicant role in the onset of the Asian
crisis. Liberalisation of financial markets in tearly 1990s led to a rapid expansion of financial
services and a surge in capital flows (table 3 Aictwvmade the East Asian economies
increasingly vulnerable to the potential instapitf international financial markef<Domestic
financial markets were also fragile due to a latkr@ancial oversight, since regulation and
supervision of financial institutions had failedkeep pace with the rate of financial reform.

8 For an exposition of the ‘fundamentals’ view, see for instance ADB (1999), Corsetti et al. (1998a), IMF (1997, 1998b), and
Lane et al. (1999). The ‘financial panic’ view is supported by Radelet and Sachs (1998a, 1998b). Refer to Berg (1999) and
Corbett and Vines (1998) for an account of the ‘hybrid’ view. Willett et al. (2004) invalidate four hypotheses about the Asian
crisis. They argue that neither portfolio investors nor moral hazard were the primary force behind the crisis. Moreover, they
refute the hypotheses that herding behaviour by portfolio investors was a major channel of contagion, and that pattern of
contagion can be explained by the presence of a common lender (Japan).

? In his polemic Globalization and its Discontents, Stiglitz (2002, p. 99) argues that “capital account liberalization was the
single most important factor leading to the [Asian financial] crisis”. For a discussion of East Asia’s financial sector
weaknesses see for instance Berg (1999), Corsetti et al. (1998a), and Glick (1998).



Table 3.1 Asia-5: Net Capital Flows, 1991-2000 (billions of US dollars)

1991 1992 1993 1994 1995 1996 1997 1998 1999  2000%

Net private capital fIOWSb 24.8 29.0 31.8 36.1 60.6 62.9 -22.1 -29.6 -18.1 -8.2
Net direct investment 6.2 7.3 7.6 8.8 7.5 8.4 10.3 9.7 9.4 8.4
Net portfolio investment 3.2 6.4 17.2 9.9 17.4 20.3 12.9 -7.3 4.5 5.6
Other net investment 15.4 15.3 7.0 17.4 35.7 342 453 -320 -32.0 -22.2

Net official flows 4.4 2.0 0.6 0.3 0.7 -4.6 30.4 20.2 -4.5 -0.6

Change in reserves’ -8.3 -181 -20.6 -6.1  -18.3 -5.4 305 -521 -39.9 -29.9

a Estimate

Because of data limitations, “other investment” may include some official flows.
c . N ’

A minus sign indicates an increase.
Source: IMF, World Economic Outlook, October 1999.

The tremendous increase in private capital infliwedled a domestic lending boom (table 3.2)
and contributed to the emergence of significanttgssce bubbles, such as a real estate bubble
in Thailand. Since many of these assets were usedlteral against bank loans, many banks
found themselves in an especially vulnerable pasiti

Given the relatively underdeveloped bond and equiykets, most of the capital inflows
were intermediated through the banking system.rgelahare of these capital flows consisted
of private short-term unhedged loans. These foreigrency-denominated loans were used to
finance domestic long-term investments (liabilitfldrisation). This created serious maturity
and currency mismatches, which made domestic haoksasingly vulnerable to changes in
exchange rates and interest rates. It also made twauntries susceptible to self-fulfilling ‘bank
runs’, in which fears about other creditors pullowg their money cause each individual
creditor to withdraw its loans (Largtal., 1999).

The traditional close operational relationship bew banks and firms in Asia had made
Asian corporations heavily dependent on debt fimanclhe additional foreign credit that
became available as a result of the financial ¢iligaition process during the 1990s added to the
already extremely high leverage of East Asian fjrthereby exacerbating their financial

fragility.

Table 3.2 Real Bank Credit Growth (%)

Indonesia Malaysia Philippines  Rep. of Korea Thailand
1991-94 (average) 10.2 9.7 15.1 9.7 18.7
1995 13.3 26.5 31.8 10.3 15.6
1996 14.0 22.3 38.8 14.4 9.0
1997 17.2 20.2 20.2 14.4 14.7
1998 -25.4 -2.3 -15.5 4.3 -13.4
1999 -56.7 -0.6 -6.3 18.9 -4.8
2000-02 (average) 5.4 4.4 -2.9 14.0 -4.0

Source: Asia Recovery Information Center
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On top of the financial deregulation process, sevather factors stimulated the surge of capital
flows into East Asia. For instance, low interegesaand excess liquidity in the major
industrialised economies favoured investment imeging markets (Corseti al., 1998).
Moreover, Asia’s strong economic performance haderfareign investors increasingly
confident in the region’s prospects. Governmentanizes (both implicit and explicit) of bank
liabilities andde facto fixed exchange rates enhanced this perceived sésseurity and
encouraged moral hazard on the part of both bomewed lenders (Corsettial., 1998a;

ADB, 1998). This contributed to the heavy depenéemt foreign debt and its associated

risks°

Several signs of growing risk on a macroeconomielletensified these microeconomic
vulnerabilities. Several observers have focusethergrowing current account deficits (table
2.1)M These widening external deficits were the residtppreciating real exchange rates and
slowing exports growth. Those Asian economies hiaat effectively pegged their exchange
rates to the US dollar suffered a loss in competitess when the dollar appreciated against the
Japanese yen and major European currencies. Exgyortgh was also adversely affected by
the stagnation of the Japanese economy and a$kifimparative advantage towards China.
The problem of export slowdown was further compa¢hbly a sharp decline in the prices of
key export commodities (ADB, 1998).

In sum, macroeconomic and financial fragilities lexgosed the Asian economies to a number
of risks (Kawaiet al., 2001). Widening current account deficits, whickrevprimarily financed
by short-term unhedged private credit, had lechttnareasing vulnerability to a sudden
reversal of these capital flows. Such a sudderiawibf capital could have serious balance
sheet effects (ADB, 1998). On the one hand, theiagsurrency depreciation would increase
the burden of foreign currency denominated debtth@rother hand, the outflow of capital
would deflate asset prices and thereby diministvéttee of the banks’ collateral.

In addition, financial weaknesses had induced higgthgrowing leverage and sizeable
currency and maturity mismatches, which expose#tdand corporations to interest and
exchange rate shocks. Once economic growth slongd@ncerns about these financial sector
imbalances started to rise, capital flows did itt feverse. This, in turn, intensified doubts
about the sustainability of Thailand’s exchange pg and increased the probability of a

successful speculative attack (ADB, 1998).

 The IMF (1997), in contrast, argues that moral hazard did not play any significant role in motivating capital flows into East
Asia. Willett et al. (2004) argue that there can be little doubt that moral hazard played a role, but that it goes too far to accept
it as a complete explanation of the Asian crisis.

 see for instance Berg (2001, Corsetti et al. (1998a), and Glick (1998).
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3.2 Financial Panic

The proponents of the financial panic view argus Bast Asia fell prey to a sudden shift in
confidence of international investors which leatdisruption of capital flows into Asia.
According to this interpretation, the subsequensron domestic financial systems cannot be
explained by poor fundamentals or policy failutast are instead a reflection of the intrinsic
instability of international financial markets. Aslividual creditors withdraw their loans in
response to growing pessimism about the abilityedftors to repay their short-term liabilities,
they create a self-fulfilling panic that producearket outcomes that are much more severe than
warranted by fundamental imbalances alone.

Creditors may panic at the realisation that inteomal reserves are insufficient to cover all
short-term debt. Table 3.3 shows how the build-upuge amounts of short-term debt had
made the Asian economies increasingly vulnerabsutd a sudden withdrawal of funds.

Table 3.3 Short-Term Debt (% international reserves)

Indonesia Malaysia  Philippines Korea Korea Thailand

(adjusted)?

1992 158.5 21.0 98.5 69.5 69.5
1993 145.6 25.4 85.0 60.2 199.1 89.0
1994 147.4 24.2 80.3 123.1 227.6 96.4
1995 175.6 30.4 67.9 142.5 240.7 1194
1996 167.6 40.8 67.9 195.4 340.2 1235
1997 188.9 715 135.0 263.6 751.6b 140.7

a , . .
Adjusted for usable reserves and IMF staff estimates of short-term debt.
December 1997

Sources: ADB, Key Indicators, 2003, except for the adjusted data for Korea which were drawn from Berg (1999).

Radelet and Sachs (1998a, 1998b) emphasise thefri@ncial panics as a crucial element in
the onset of the Asian financial crisis. They paint several features of the crisis that are
consistent with this interpretation. For instartbey argue the crisis was largely
unanticipated? The Asian economies had been highly successthkityears preceding the

2 Whether the Thai crisis was anticipated or not is still an open question. Standard & Poor’s left its credit rating unchanged
during the twelve months leading up to the Thai currency crisis. The IMF concluded its Article IV consultation with Thailand
in July 1996. The Fund’s appraisal of Thailand’s economy is somewhat ambiguous (also see De Jong, 1998). In its Annual
Report 1997 (pp. 91-92) the IMF writes: “Directors strongly praised Thailand’s remarkable economic performance and the
authorities’ consistent record of sound macroeconomic policies. (...) The stability of the baht had served the Thai economy
well in the past, but Directors recommended a greater degree of exchange rate flexibility to improve monetary autonomy and
to reduce the incentive for capital inflows. (...) The recent increase in the current account deficit had increased Thailand’s
vulnerability to economic shocks and adverse shifts in market sentiment. On the one hand (...) economic fundamentals
remained generally very strong (...). On the other hand, the level of short-term capital inflows and short-term debt were
somewhat high. Also, the limitations of present policy instruments constrained the authorities’ ability to manage shocks. (...)
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3.3

crisis, which suggests there was nothing inheremtbng. Radelet and Sachs (1998b) also
argue that it is difficult to attribute the suddess and speed with which capital fled the region
to a deterioration of underlying economic fundaraentin fact, international lenders continued
to provide funds up to the very brink of the crisisnid-1997.

A hybrid explanation

Whether the Asian financial crisis was caused lyr gzonomic fundamentals or a sudden
shock to investor sentiment is still debated. Iretiart to resolve this issue, several observers
have offered an alternative approach that comk@fessents of both explanations. According to
this hybrid explanation, structural deficiencies dimancial vulnerabilities had made the Asian
economies extremely exposed to changes in investdidence. To explain the cause of the
crisis merely in terms of a financial panic woulelto ignore the evidently deteriorating
fundamentals. Yet the severity and spread of tisésarannot be explained by economic
weaknesses alone. The contagion that followeddhapse of the Thai Baht in July 1997
clearly suggests a change in investor sentimededd, as Kawagt al. (2001, p. 15) maintain:
“if the crisis had (...) been confined to East Askeen the view that the domestic
macroeconomic disequilibria combined with domestioctural weaknesses was the primary
cause of the crisis might have dominated the R&&slehs view that investor panic was the
primary cause.”

As Glick (1998) points out, it is hard in practimedistinguish between confidence shocks
and fundamental weaknesses, since investor seritdepends on the perception and
expectation of economic fundamentals. Weak fundaéateand massive inflows of foreign
capital to some extent increase susceptibility ¢oisis, but they do not necessarily imply that a
crisis will occur. However, when a crisis has ba@gered by poor economic fundamentals, it
may quickly take the form of a panic, if individualiestors re-evaluate their stakes and
collectively withdraw their funds.

[E]arly action was required to reduce the current account deficit. (...) [Directors] encouraged the authorities to maintain and
strengthen the momentum of reform, particularly in the financial and trade sectors, and recommended a further
strengthening of supervision of the banking sector.”
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4 Consequences

This section provides an overview of the reperarssof the Asian financial crisis. The effects
of the crisis were being felt not only in Southe&sia; other developing and transition
economies were also adversely affected by the ¢iahturmoil. The sharp decline in imports
by Asia-5 led to a significant slowdown in the gtbwef world trade in 1998, and thus made the
Asian crisis a global issue. The average priceetrigleum fell by 32% during 1998, while the
price index for non-fuel commodities dropped by 18%ese price declines can be attributed
largely to the Asian crisis and the output declmdapan. The terms of trade of many
developing countries worsened as a result, andathisrsely affected real incomes in the
developing world. China, in contrast, has remainatiune from the effects of the Asian crisis.
Advanced economies experienced the impact of ki ¢oo, albeit to a lesser degree and not
always to their detriment. The US terms of tradejristance, improved during the Asian
financial crisis'®

Figure 4.1 Industrial Production Growth (%, at annual rates)
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3 Grilli (2002) argues that the positive real income effects resulting from these terms of trade improvements have been
important in sustaining buoyant import demand in North America and Europe, thus ensuring a reasonably quick recovery in
Asia and other developing regions.
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4.1

Figure 4.1 shows that other Asian countries, LAtimerican countries, and particularly Eastern
Europe and Russia were severely affected by thenAgiisis. The advanced economies
experienced a modest slowdown. These graphs pravidged illustration of the spread of the
crisis!* The slowdown in the other Asian countries is |latdge March 1998, at the height of the
crisis. The effects of the crisis subsequently agpt® Eastern Europe and Russia, which
experience their largest contraction in August 1998f a year later, in January 1999,
industrial production reaches its trough in Latiméyica.

Asia-5

For the countries most directly affected, the Asieisis meant a sharp reversal of economic
fortune. The slowdown in economic growth was draereatd its magnitude was largely
unforeseen. Real GDP plunged in 1998 by 13.1%donesia, 10.5% in Thailand, 7.4% in
Malaysia, 6.7% in Korea, and 0.6% in the Philipgigure 4.2). With the exception of the
latter two economies, real GDP growth in the crisiantries was still below its 1985-94
average in 1999. The output decline in East Asia acxompanied by a slump in domestic
demand, which was in large part the result of atutial drop in fixed investment and private
consumption.

Very prominent has been the sharp decline in pricapital inflows (also see table 3.1), and
the massive reversal of banking flows in particghereas Asia-5 received a net private
capital inflow of $63 billion in 1996, they facechat outflow of $22 billion in 1997. This
reversal in capital flows brought about large amnents in external current accounts, especially
in Malaysia where the current account jumped frodefcit of 5.9% of GDP in 1997 to a
surplus of 13.2% in 1998. Similarly, while Thailahdd a current account deficit of 2.1% in
1997, it reported a surplus of 12.8% in 1998. A parable correction took place in Korea.
These current account adjustments were the relsalplunge in imports, rather than an
expansion of exportS.In fact, for the Asia-5 region merchandise exp(@rgJS dollar terms)
hardly changed in the first half of 1998, while ions fell by about one-third of their pre-crisis
level.

Sharply falling currencies and rising interest sate@eaked havoc on corporate balance
sheets with firms finding themselves unable toisertheir liabilities. Non-performing loans
(NPLs) became widespread as a result. Berg (1@9@yts figures by JP Morgan and Standard
& Poor’s that suggest that the peak of NPLs (dsaaesof total loans) in 1998-99 ranged from

% The author is indebted to Gerard van Welzenis for pointing this out and for providing the data. The graphs show the
growth rate (at annual rates) of a three-monthly-moving average over the last four months.

5 Export volumes did increase substantially, but this rise was largely offset by a drop in US dollar prices. The contribution of
exports to GDP growth also declined.
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10% in the Philippines and around 20% in Malaysiaver 25% in Korea and Thailand and
exceeding 40% in Indonesia.

The crisis had significant budgetary consequer@esernment finances deteriorated very
quickly during the crisis and had not, with the epion of Korea, returned to their pre-crisis
levels by 2002. Malaysia, for instance, moved fitudget surplus of 2.4% in 1997 to a
budget deficit of 1.8% in 1998. By 2002 the Malaysgovernment finances had deteriorated to
a deficit of 5.6% (figure 4.3).

In addition to its significant economic consequendtke Asian financial crisis had dramatic
social costs® Un(der)employment rose sharply in Korea and Thailavhile in Indonesia
adjustment took place through falling real wagethanformal sector and departing migrant
workers. In Indonesia and Korea, the crisis alsladea movement of labour into the low-
paying informal sector (Knowlest al., 1999). Prices of basic necessities increasekeinvake
of the exchange rate depreciations and high iofiatates eroded real wages. As a result,
poverty increased substantially, though not as dtemaly as initially feared. Existing social
safety nets proved inadequate to cushion the inmgfabe crisis, thus requiring additional
measures.

Accompanying the crisis was a shift in the sectoaahposition of output (UN, 2003). As a
share of GDP, the agricultural sector expandeddomesia, Thailand, and Malaysia, at the
expense of the services sector and constructiarstng Agriculture also gained importance in
terms of its share in total employment, whereasufaaturing and construction declined in this
respect. While the contribution of the serviced@eim output dropped, its share of total
employment increased in most countries, suggettiaigt absorbed many displaced workers
from other sectors.

¢ see for instance Manuelyan Atinc and Walton (1998). The crisis was not without political consequences either. First
Thailand’s Prime Minister Chavalit Yongchaiyudh resigned in November 1997 amid criticism about his inability to tackle the
crisis. Indonesian President Suharto stepped down in May 1998 and the Malaysian deputy Prime Minister and finance
minister Anwar lbrahim was fired in September 1998 after criticising Prime Minister Mahathir for imposing capital controls.
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Figure 4.2 Real GDP Growth
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Figure 4.3 Fiscal Balance (% GDP)
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4.2

Other Emerging Economies

With international investors becoming more cautiafisr the turbulence in East Asia,
sentiment towards emerging markets turned incrghspessimistic. This was reflected in
wider yield spreads and reduced access to interratcredit markets. As mentioned, the Asian
crisis also generated significant downward pressarecommodity prices, which led to a
deterioration of growth prospects for commoditydzhgeveloping countries. As a group,
developing countries saw their growth rate falhfr6.6% in 1996 to 3.5% in 1998.

The Asian crisis also hampered the expansidnanfition economies which faced a

contraction of 0.9% in 1998. The contagion effadtthe crisis became most apparent after the
stock market crash in Hong Kong. There are two ohbnthrough which the crisis was
transmitted to the money and financial markets @fit€l and Eastern Europe and the
Commonwealth of Independent States (Friéeal., 1998). First, East Asian investors had made
considerable investments in these transition eciemand started to repatriate their funds in
the face of liquidity problems at home. These dife@ancial linkages were particularly
important in transmitting the crisis to Russia. @&t international investors became wary of
emerging markets in general and adjusted theifglms accordingly. Friest al. (1998) show
that within the group of transition economies, B&ipRomania, Russia, and the Ukraine were
particularly strongly affected by the turbulenceEi@st Asia: not only is the average increase in
their short-term interest rates markedly highes,dlierage fall in stock market indices is also
significantly larger than that in other transitieconomies.

Due to the successful implementation of policy nef® and a strong orientation of trade
towards North America and Europe, méstican countries endured the spillover effects from
Asia quite well. Africa’s limited vulnerability téinancial shocks can also be attributed to its
heavy reliance on long-term official debt, rathean private short-term debt, and its relatively
underdeveloped banking system. The crisis hastaffekfrica mainly indirectly, particularly
through its impact on commaodity prices and exparhigs (IMF, 1999).

The effects of the crisis were also being felt ain America.'” Stock markets in Brazil, Chile,
and Peru first suffered a loss shortly after theatieation of the Thai baht on July 2, 1997. Latin
American stock markets received another blow imitetl after the crash of the Hong Kong
stock market late October 1997. Perry and Leder(h8@8) argue that while Chile, Peru, and
Brazil were affected by the crisis chiefly throuteir trade linkages with the crisis region,
Brazil was hit also because of its high currenbaot deficit, which was of a similar order of
magnitude to that of the crisis countries. Argeatim particular its stock market, was struck

7 see Perry and Lederman (1998) for an analysis of the effects of the Asian crisis on Latin America.
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4.3

4.4

because its exchange rate arrangements were simtlaose in Hong Kong. Financial
spillovers were less significant in other Latin Aman countries, save for a general
deterioration in the terms of access to internatieapital markets. The slump in commodity
markets also played a significant role in trandngtthe effects of the Asian crisis to Latin
America. Commodity exporters—in particular Chile @&wetu (copper) and Venezuela (oil)—
experienced considerable trade price effects, afidred additional falls in their stock markets

as a result.

Worldwide, oil exportersfaced declining oil revenues, which weakened tbgiernal and fiscal
balances and put their foreign reserves undemstrarge terms of trade losses also resulted in
a substantial cut in real incom&dn general, falling commodity prices have resuited shift

of world income from oil-exporting countries to reetmmodity-importers. The impact on real
income of primary commodity exporters has been maddesince their revenue shortfall was

largely compensated by the lower oil prices (IM899).

Asian NIEs

As noted in section 2.2, the effects of the cridé® spilled over tétlong Kong where real GDP
growth dwindled from 5.1% in 1997 to -5.0% in 1998e high degree of openness of its
economy is one of the main reasons for Hong Kosgissitivity to the effects of the crisis. Yet,
the IMF (1998c) notes that the recession in Hongdcan for a large part also be attributed to
the tightening of monetary policy that was needesustain the peg to the US dollar.

Domestic currencies depreciated significantly ardrest rates rose considerablylaiwan
andSingapore. Spillover effects to the latter two countries eémited due to strong initial
conditions and a solid financial sector. Yet, whiilgput growth remained strong in Taiwan
(4.6% in 1998), Singapore’s GDP growth rate fedhfr8.5% in 1997 to -0.9% in 1998.

Other Advanced Economies

Other advanced economies were influenced by thenAgiisis mainly through international
trade linkage$? These trade effects sprung from three sourcea:d@)llapse in the crisis
countries’ domestic and regional demand; (ii) exdjearate depreciations in emerging Asia and

their effect on competitiveness; and (iii) weakand commodity prices and the associated

%8 For instance, as a result of changes in export and import prices, the nominal trade balance of Sub-Saharan African oil
exporters fell by 13.3% in 1998. Their terms of trade (in goods) deteriorated by 28.8% and their fiscal balances worsened by
about 6 to 7% of GDP.

® The following three paragraphs draw from Richardson et al. (2000).
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4.5

terms of trade and income effects. The crisis agessaw their import capacity heavily
curtailed and underwent major current account afjeists. The combined Asia-5 current
account balance moved from a deficit of $60 billiori996 to a surplus of $65 billion in 1998.
The major offset to this $125 billion adjustment ¢ge found in the United States whose current
account deficit widened by $100 billion over thatipd.

Matching the import contraction in East Asia, expdrom the major advanced economies
to the region fell markedly. The United States,if@tance, saw its exports to the Asia-5 region
fall by about 24% between 1996 and 1998, and keytard and the European Union saw their
exports to East Asia drop by roughly 43%mports by the major OECD economies from the
crisis region, on the other hand, have remainagklgrunchanged.

Richardsoret al. (2000) estimate that the net effect of the Asiasis on OECB' growth in
1998 was roughly 1%. Japan appears to be partigtishard, with a 2.7% deviation of real
GDP growth from a non-crisis scenario. The Unitéatés and European Union, respectively,
lost 0.8% and 0.7% of additional real GDP growti®98 and half of that in 1999. OECD
inflation rates are estimated to have been 0.2%8)L8nd 0.9% (1999) lower as a result of the
crisis, in line with the slightly negative impadttbe crisis on OECD area domestic demand
growth. OECD current account balances are recktmbdve been $100 billion higher both in
1998 and 1999 had the crisis not taken place, wthiésoverall impact on world trade growth is
assessed to have been in the order of 5.3% in 1998.

In general, the impact of the Asian financial arish the advanced economies has been fairly
limited. Although Japan’s economic slump deepengihd the financial turmoil, other
countries have shown to be resilient. The US econamparticular, has been able to sustain its
growth, aided in large part by the reallocatioriisncial flows towards ‘safe havens’ and
away from emerging markets. Large capital inflonts ithe United States have brought down
interest rates, thereby supporting domestic deniimel Fed lowered the target federal funds
rate by a ¥-point three times during 1998.

China

China emerged from the crisis relatively unscatidthough growth was lower than in 1997,
with real GDP growing by 7.8% in 1998, China’'s exgian was hardly disturbed by its
neighbours’ hardships. The stability of the rennigibominal value against the US dollar is
further evidence of China’s immunity to the ‘Asitin’. Some concern was raised regarding the

% This represents a reduction of about 7% of total exports for Japan and 2.5% and 3% for the United States and the
European Union respectively.
2 |n this paragraph ‘OECD’ refers to total OECD excluding Korea.
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5.1

initial appreciation of China’s real effective eztiye rate and the weakening of its net exports,
but these strains were quickly reversed.

Yet China’s internal fundamentals were as leastesk, if not worse, than that of the crisis
countries. The Chinese banking sector was chaiseteby poorly regulated domestic banks
making inefficient loans. Financial institutions neébacked by the government, relationship-
banking was common and moral hazard problems algalimkspite these institutional
weaknesses, however, the crisis did not spill eweThina.

China’s strong performance can be explained bynabeu of factors. First, its external
position was strong both prior to and during theisr In contrast to the Asia-5 countries, China
was running a current account surplus in 1996. lheegg its external indebtedness compared
very favourably to that of the crisis countriesttigalarly when measured by the short-term
debt to reserve ratio. Second, growth was maintialiryea large increase in public investment
outlays in mid-1998 and a reduction in interestsat hird, the maintenance of capital account
controls kept speculative investors at bay andemt®d any financial market pressures from
taking hold. Nevertheless, capital outflows wergdaduring the crisis years and the first years
of the post-crisis period, resulting in a capitat@unt deficit.

Fernald and Babson (1999) argue that the explanafi€hina’s undisturbed performance
during the crisis should primarily be sought in ieength of China’s external fundamentals.
Capital controls may well have prevented a dessafy speculative attack on the currency, but
China’s solid external fundamentals were by thewesetufficient to ward off a self-fulfilling
panic. In fact, the merit of the Chinese capitaicamt restrictions lies above all in the fact that
they prevented Chinese financial institutions flieonrowing excessively abroad, and hence
averted a sharp deterioration of external fundaaient

Policy Response

One of the main points of contention has been tig with which the crisis has been dealt. The
IMF in particular has been heavily criticised ftw harsh and intrusive policy response. This
section examines the role played by the IMF andtthieism it has elicited.

IMF Strategy

Through its support to programmes in Thailand, trefia, and Korea the IMF assumed a

central role in the resolution of the crisis. Ma&yand the Philippines did not take part in these
IMF-supported programmes. Malaysia did not seekigpassistance from the IMF and the
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Philippines had already embarked on an IMF arramgefefore the crisis broke out. A
separate box summarises the policy developmenkese two countries.

The IMF-supported programmes were based on a finaeged strategy, which, first and
foremost, aimed at restoring confidence. The IMégpammes consisted of:

D significant adjustments in macroeconomic policies;
(2) extensive financial support; and
3) a comprehensive agenda of economic and structfiains.

Each of these components will be discussed in turn.

To prevent a further collapse of exchange rates|NtF demanded a significant tightening of
monetary policy during the early stages of the crisis. Owing ®many corporate and financial
weaknesses and the loss of confidence after thelidepreciations, devising the right
monetary policy reaction was challenging (Boorregal., 2000). On the one hand, interest
rates had to be raised significantly to relieve deard pressure on exchange rates and to
prevent the attendant depreciation-inflation spir@iven the large unhedged foreign currency
liabilities, firms were heavily exposed to the eteof large depreciations. On the other hand,
firms and financial institutions were also vulndeato increases in interest rates. In the face of
high debt-to-equity ratios and structural weakngskigher interest rates could thus undermine
real economic activity.

Monetary policy was not geared towards any spetifiget or range for the exchange rate,
but was instead aimed at avoiding further spellsapid depreciation. Rather than relying on
foreign exchange interventions, authorities focdssethe use of interest rate and credit
policies.

The implementation of these restrictive measurésréd between the crisis countries and
in some cases left much to be desired. Korea Wastamt to raise interest rates initially and
only did so when the crisis seriously started ke tiss toll towards the end of 1997. Thailand
and Indonesia did—after considerable hesitation—eigimonetary policy but eased interest
rates too soon, resulting in a stop-and-go polmentually only Korea and Thailand did pursue
the right policy course. Large depreciations warvented and after exchange rates stabilised,
interest rates returned to pre-crisis levels.

The Indonesian experience, in contrast, was fan foerfect. Monetary control was
completely lost amidst growing political turmoilcithe near-collapse of the banking system.
To prevent the payment system from breaking dovemkBndonesia provided massive
liquidity support to failing banks. The resultingporetary and credit expansion fuelled a
dramatic depreciation of the rupiah and a surgsfiation.
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Predicated on the assumption that economic growthidwslow down but remain positive, the
IMF-supported programmes initially prescribed aaerdegree of fiscal restrairiscal policy
was aimed at running budget surpluses, therebyicge@anough leeway to contribute to the
adjustment of the current account and to finaneaéstructuring of the financial sector. Fiscal
policy was to be held firm in Indonesia and Konehile in Thailand the adjustment was to be
stronger given its larger current account defind $he previous deterioration of its fiscal
position.

After it became apparent that the effect of theison domestic demand was larger than
anticipated, fiscal policy was eased to supporhenuc activity. The dramatic fall in output
and the sharp currency depreciations had weakéeectisis countries’ fiscal positions and
improved their current account positions. Fiscdigyaurned expansionary in early 1998,
leading to a further deterioration of governmenafices?

The second component of the IMF-supported prograsrouasisted of largignancial

assistance packages. As can be seen in table 5.1 official financighport, especially in
Indonesia and Korea, was exceptionally large. T had committed $35 billion, while other
sources had pledged an additional $77 billion.

Table 5.1 Official Financial Support Packages (billions of US dollars)
Indonesia Korea  Thailand Other Recent Packages Total
Multilateral sources 18.1 35.5 6.7  Argentina (1995) 4
IMF 10.1 21.1 4.0 Mexico (1995) 47
World Bank and ADB 8.0 14.2 2.7  Russia (1998) 22
Bilateral sources 18.0 23.1 10.5 Brazil (1998-1999) 40
Total 36.1 58.4 17.2  Argentina (Dec 2000) 20
Turkey (Dec 2000) 10
Turkey (May 2001) 19
Brazil (Aug 2001) 15

Sources: Figures for Indonesia, Korea, and Thailand were drawn from Boorman et al. (2000). Other packages were obtained from

http://www.brettonwoods.org/Appendices.PDF.

This financial support was meant to restore comitgeand thus halt private capital outflows.
The disbursement of official financing was far frenfficient to cover the amount of debt
falling due during the first six months of the @igBoormaret al., 2000). Yet, the original idea
had been that the broader programmestfie policy actions discussed above and the planned
structural reforms) in combination with the pledgeficial support would be sufficiently

# Boorman et al. (2000) and Lane et al. (1999) point out that the net effects of these policy measures were expansionary
only in Thailand and Malaysia. In Indonesia policy measures aimed at limiting the expansion of the fiscal deficit resulting
from the worsening economic environment. Fiscal policy was expansionary in Indonesia only in 1999-2000.
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successful in restoring confidence such that peigatctor creditors would be disposed to
continue rolling over their loans. However, confide was not restored quickly, and the
envisaged favourable market response did not ra#iteri

There is also a clear discrepancy between the anadwfficial funds that was announced
and the amount that was actually disbursed. Ttpaily explained by the nature of IMF
support, which is generally phased and conditionathe implementation of its programmes.
Although financing was heavily front-loaded, at #red of March 1999 about 75% of official
funds had been disbursed to Thailand, and only &68640% had been paid out to Korea and
Indonesia respectively (Boormanal., 2000). At the end of October 1998 none of the
financing by bilateral sources (the ‘second linedafence’) had been disbursed to Korea and
Indonesia (Lanet al., 1999).

Confronted with continuing private capital outflovise three programme countries all
resorted to more direct action to involve the pigvsector in the resolution of these financing
gaps. Whereas Thailand had at an early stage glodadined assurances from Japanese banks
that they would continue rolling over maturing gherm debt, Korea and Indonesia had not
made such arrangements at the start. Korea reachagreement with creditor banks on the
maintenance of credit lines only in December 199%s deal was complemented in April 1998
with an agreement to restructure the short-ternt deB3 Korean banks. Indonesia negotiated
an agreement with private creditors on the reatrirg of corporate and banking debt in June
1998.

The third component of the IMF strategy entailetbmprehensive set sfructural reforms of
the financial and corporate sector. These reformgiammes were considered a turning point in
IMF strategy, which had traditionally emphasisedcroaconomic imbalances rather than
structural deficiencies. The reforms focused oimgkmmediate action to stem the crisis and
on tackling underlying flaws to minimise the liketiod of recurrence. The implementation of
the reform packages has, however, generally besn sl

Measures intended to strengthen the financial s@otolved the closure of insolvent
financial institutions and the recapitalisatiortiod financial system. Although the idea had been
to rely on the private sector to inject capitabittte financial system, the growing severity of
the problems called for greater government involeeimFinancial sector restructuring agencies
and asset management companies were createdtie fidancial sector of its worst
problems? Measures were also taken to strengthen the regyland supervisory framework,
including improvements in accounting and audititapdards, and tighter prudential regulation.

% Asset management companies are centralised government agencies that purchase (often at a discount) non-performing
loans from commercial banks, and subsequently sell these assets to the private sector. An asset has been resolved when it
has been restructured or sold.
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Reforms in the corporate sector aimed at improeimgorate governance, as well as resolving
the corporate debt problem.

The structural reform programmes also paid attartioother issues such as increasing
transparency in government, improving market efficiy and competition, and enhancing the
liberalisation of external trade and capital floWgth the deepening of the crisis, reforms in

social sector policies also assumed growing impoga

Policy Response in Malaysia and the Philippines é

Malaysia and the Philippines did not participate in any IMF-supported programme in reaction to the crisis. Malaysia’'s
macroeconomic conditions were substantially more favourable at the start of the crisis than those in the three crisis
countries that did follow IMF-supported programmes (Thailand, Indonesia, and Korea). Moreover, with a relatively
strong financial position and a comparatively well-developed regulatory framework, it did not face the pervasive banking

and corporate problems that were present in the other countries.

Malaysia’s reaction to the crisis was broadly similar to that in the three most affected countries. It initially responded with
sharply higher interest rates and contractionary fiscal policy. However, interest rates were soon allowed to fall and the
government resorted to more direct measures to tighten monetary conditions. Of the Asia-5 countries, Malaysia adopted
the tightest fiscal stance and waited longest with its relaxation. In line with the other crisis countries, Malaysia also

implemented various measures to reform its corporate and financial sectors.

The most striking feature of Malaysia's response to the crisis is the imposition of wide-ranging capital controls in
September 1998. The controls were accompanied by the pegging of the ringgit to the US dollar and were later replaced
by an exit levy. Although these capital controls have been heavily criticised, they do not appear to have had any
significant effect on economic outcomes (Boorman, et al., 2000), in part because most of the speculative outflows had

already abated by the time the controls were introduced.

The Philippines already participated in an IMF arrangement at the start of the crisis. It had successfully implemented
several macroeconomic adjustment programmes and structural reforms prior to the crisis and was thus in a good
position to act decisively. The existing IMF-supported programme was extended and augmented and monetary and

fiscal policy were initially tightened but were later eased to support recovery.

a This box draws on Boorman et al. (2000).

5.2 Criticism

The IMF-supported programmes in East Asia have batgoised on several counts. Although
such a debate is inherently plagued by the probfietine counterfactual—it is difficult to
establish how events would have developed hadexelift approach been taken—and it is easy
to criticise with the benefit of hindsight, it iseful to review the main arguments used in this

discussion.
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First, several critics argue thabnetary policy was too tight and hence aggravated the cisis.
Rather than stemming currency depreciations anslréstoring confidence, higher interest
rates have, critics claim, set in motion a vicioirsle of bankruptcies and deteriorating real
activity. Otherwise viable corporations found thefass unable to both service their existing
debts and take out new loans. The ensuing bankesptaused severe distress in the banking
sector and thus weakened the financial system, hiarn, weakened confidence, encouraged
capital flight and exacerbated currency depreaiatid hus, opponents argue, raising interest
rates in the midst of a currency crisis is courmaapctive.

Proponents of the IMF-supported programmes, omther hand, maintain that loose
monetary policy (and depreciating currencies) wddde caused similar havoc by raising the
real burden of the extensive unhedged foreign onayrelenominated debts, and that many of
the observed problems are partly due to a lacleoisil/e action by the authorities. In addition,
they point out that those countries that did tightenetary policyi(e. Thailand and Korea)
saw their currencies stabilise and economies reammparatively quickly, whilst Indonesia,
which clearly failed to tighten monetary policyffened a sharply deteriorating crisis.
Moreover, various observers highlight there i¢dlividence that monetary policy was
tight. Laneet al. (1999), for instance, show that interest rates wetexcessively burdensome.
Their calculations suggest that the effect of manetightening accounts for less than one-
fourth of the downturn in Thailand and Korea fro@9Z to 1998. The Dutch government
deemed a tightening of monetary policies in Asivitable, yet acknowledged that it would
hurt the corporate and banking sectors in the shar{Ministerie van Financién, 1998).

Second, critics claim that, since the root of thisi€lay not in profligate government spending,
fiscal policy was unnecessarily harsh and added to the contnacgidorce of the downturn.

The crisis countries had generally been in goathfishape prior to the crisis, with relatively
low public debt and no excessive deficits. In vigiwhe recessionary effects of the crisis, it
would have been more appropriate to run small budefécits rather than to focus on achieving
surpluses. Radelet and Sachs (1998a) note thegtilma of stability in currency markets
coincided with the relaxation of the IMF fiscaldats.

The IMF concedes that in retrospect fiscal poliag initially been too tight and that its
easing should have come earlier (IMF, 2000). Platteoproblem lies in the unexpected
severity of the recession, which undermined thermagsions on which the IMF fiscal targets
were based and thus made them more restrictivettiegnwvere meant to be. Yet, Lagteal.
(1999) question whether looser fiscal policies widuve been effective in supporting
economic activity. Expansionary fiscal policy wasipered by a lack of access to international
credit and by the need to bring about current agtadjustments through a reduction in

2 see for instance Radelet and Sachs (1998b).
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domestic absorption. Greater government spendingtines have placed a larger burden on the
private sector.

A third point of criticism is directed at the nagtuand size of thBnancial assistance packages.
Some have argued that, because the loan packagephased and contingent on the progress
of reform, they were insufficient to bolster markenfidence. Radelet and Sachs (1998a, p.
66), for instance, emphasise that “announcing latges of money that are not readily available
for short-term support is unlikely to stop a creditun.” Moreover, the IMF relied too heavily

on the willingness of creditor banks to roll ovieeit loans. Others have claimed that the
packages were in fact too large and that they iedunoral hazard by creating expectations of a
bail-out.

The IMF has refuted these arguments by pointinglmattthere is no compelling evidence
that the programmes did result in moral hazardnBa moral hazard may be the lesser evil if
the alternative is leaving crisis countries to tloein devices (Corsettt al, 1998b). The Fund
does acknowledge that the programmes were not atidgidinanced, and that measures should
be taken to ensure greater private sector involméimehe resolution of future crises. The
Dutch government had already argued in favour e&tar participation of commercial creditors
in footing the bill of future crises. It has alsoited out that, given the circumstances and the
risks associated with the spread of the crisis|arge support packages were the only sensible
option (Ministerie van Financién, 1998).

Finally, some have criticised the IMF for being iatrusive. Thestructural reforms, they
argue, are beyond the IMF’'s mandate and may inhfae¢ added to the crisis. Radelet and
Sachs (1998a) argue that the IMF’s focus on thiegetaral and institutional issues weakened
market confidence because they were not part ghthielem and distracted attention from the
crisis itself. Opponents have also claimed thatnbiting widespread panic, the closure of
insolvent banks led to runs on solvent banks. Efierms have also been criticised for being
too large an adjustment burden at a time of econalistress.

The IMF, in response, points out that structurahkvesses were at the root of the crisis and
that thus any programme that would not addres®tisssies would have stood little chance of
success. Solely treating the symptoms, withouteskiing the disease itself would have been
irresponsible and ineffective. The structural referon the one hand, and the macroeconomic
adjustment and financial packages on the other wsieongly complementary, with the
effectiveness of the one strongly dependent owtier.

The cause of the panic that followed the closur@sdlvent banks lies, according to the
IMF, not in the closures themselves but in the lachdequate preventive measures, especially
in Indonesia. The Indonesian government guarardada limited amount of deposits and had
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not widely publicised this. While insolvent instikns were also closed in Thailand and Korea,
it did not engender a panic of similar magnitud¢hiese countries.

Recovery

Recovery from the Asian financial crisis was unetpdly rapid, with all the Asia-5 countries
reporting positive growth rates in 1999 (figure)4.Phe recovery primarily reflects the pick-up
of private domestic consumption and, above allpetsprather than investment, which has
remained rather subdued and only recently showattea signs of revival. The crisis countries
have greatly reduced their external debt and thetent account positions have moved into
healthy surpluses. Whilst the pay-off of short-tdameign debt initially resulted in capital
account deficits, net private capital flows to five crisis-affected countries have in recent
years been positive again. Moreover, most countii@® now moved to a more flexible
exchange rate regime and have accumulated a stikssaock of foreign exchange reserves,
thereby further reducing their vulnerability to esttal shocks.

In addition to achieving these macroeconomic imprognts, the crisis countries have also
advanced with their structural reforms. By the eh8003, all the crisis economies had
completed their IMF-supported programmes. The maitioon-performing loans to total loans in
the financial system has come down considerabhesihe height of the crisis. Asset
management companies, and to a lesser extent gojucirporate workouts, have played an
important role in realising these reductions. Tapitl positions of commercial banks have
also improved in recent years, largely as a reduktcapitalisation programmes and market
consolidation.

However, the ADB (2003) notes that, although tleelsbf real credit to the private sector is on
the rise, banks in the crisis countries still gateefewer loans from their deposits than they did
before the crisi&’ Goderis (2002) is also cautious. The tight retatiop between banks and
corporations complicates the restructuring proeeskscorporate vulnerability is still high. For
instance, with the exception of Korea and to a Endegree Thailand, the corporate sector has
made little progress with reducing its high debetpity ratios. Both Goderis (2002) and ADB
(2003) emphasize that, in order to further redystesnic risk, faster progress needs to be made
in the restructuring of the corporate sector. Arsgier legal framework for bankruptcies and
improved prudential oversight are among the piagitKrueger (2004), noting that a move
towards equity and bond financing would reducearale on the banking sector, highlights the
need to deepen financial markets. Thus, while nex@oomic vulnerability to external shocks

% Banks in the Philippines are an exception.
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has been greatly reduced and banks’ balance dheetsmproved, much still remains to be
done before the process of structural and institiati reform is complete.

To what extent did the Asian crisis have a permaimepact on the crisis economies? Cerra and
Saxena (2003) analyse whether linel of output has reverted to its initial trend lire Which
case the output reduction would be temporary)/terratively, whether output has been
permanently reduced.They find that all countries have experiencedrmp@ent loss of

output. Despite the quick recovery, output growds failed to bring the level of output back to
its original path. Barro (2001), looking at readck market prices, also concludes that, from the
perspective of financial markets, the financiahtail in Southeast Asia has had permanent
adverse effects.

Lessons

The financial crises of the 1990s (Mexico 1994-R8&ia 1997-98, Russia 1998, Brazil and
Ecuador 1999) and more recently those of TurkeyAngentina (2001-02) have provided
fertile input for the debate on the strengtheniftheinternational financial architecture. This
debate revolves around two themes: crisis prevetia crisis management. Major topics
include enhancing transparency and surveillancegldping standards and codes; restructuring
the financial sector; involving the private sedtocrisis resolution; and redesigning IMF
facilities. The merits of fixed exchange rates aagital controls are also held up to the light.
By giving an overview of the debate on the inteloval financial architecture, this section
examines the lessons drawn from the Asian crisessbnoader context. Many of the lessons
from Asia act prominently in the discussion, aseifected in a number of reform proposals.

Crisis Prevention

An important ingredient in the prevention of futuréses is the adequate provision of data and
other relevant information. Greateansparency not only allows a better assessment of risks
and weaknesses, it also exerts a disciplinary affie@olicymakers and market participants

alike (DNB, 2000a). To this end, the IMF introdudkd Special Data Dissemination Standard

in 1996, which includes a guideline for the puldiia of 17 macroeconomic indicators. It was
expanded in response to the Asian crisis to incladasures of net usable international reserves
and external debt. The IMF itself has become mmanesparent too. Most of the IMF-reports,

% Their analysis covers Hong Kong, Indonesia, Korea, the Philippines, Malaysia, and Singapore. Thailand was not included
due to data limitations.
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such as its Article IV Consultations, are now vaérity made public and the Fund encourages
its member-states to publish their Letters of Inféilowever, although these developments
signify a move forward, they have shown to be ifisigit to prevent new crises.

In the wake of the financial crises of the pastadies, the Fund has expanded the coverage of
its surveillance role. It now also includes financial sector anditnional issues, as well as an
assessment of the vulnerabilities stemming fromrivational capital flows. The scope of IMF-
surveillance has thus become much broader and rmnds far beyond its original mandate.
The Dutch government is critical of this developmédirhas argued that the Fund should focus
on essential issues that correspond to its corkimgfield. Although this Dutch proposal (the
Wijnholds-criteria) was rejected, the IMF has besteptive to concerns that it is overstretching
its mandate and expertise. The Fund adopted a nelglme for surveillance in 2002, which
sets priorities on the basis of macro-relevafice.

Regulatorystandards and codes have also been improved and extended. International
authorities have drafted various codes of goodtjmes; covering areas such as monetary and
financial policy, fiscal policy, accounting, bangisupervision, and securities regulation. To
evaluate the extent to which these standards deetimplemented and to further stimulate
compliance, the IMF writeReports on the Observance of Sandards and Codes. In many cases
these evaluations are made available to the public.

The experience from East Asia has also shown thattihyfinancial system is crucial to
maintain financial stability. Shortly after the Asi crisis the IMF and the Worldbank
introduced jointinancial Sector Assessment Programs, which aim to identify strengths and
weaknesses of member-states’ financial systems#i@dadvice and assistance in addressing
potential deficiencies. Another innovation is fieancial Stability Forum. This forum, which
was initiated by the G7 in 1999, concentratesfitsres on strengthening the global financial

system.

In response to the Asian crisis, the IMF introdu€edtingent Credit Lines (CCL), a
precautionary facility intended to prevent the spref financial crises to countries with strong
economic policies and sound financial systems.ilfility is restricted to countries that have
received a seal of approval for their policies, ittea being that this will preserve market
confidence. This marks a departure from the Futrdditional lending approach, which in the
past had focused restoring, rather than maintajrsitadpility. The CCL were abolished, as

2" A Letter of Intent accompanies a country’s request for IMF-financing. It describes the country’s intended policy programme
and the conditions upon which (further) financing is made available.
% See also Spijkerman and Teunissen (2001).
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planned, at the end of 2003. Not a single courdwy Uised the facility, in part because it was
feared that a request for a CCL would be seensignaof weakness.

The Asian crisis has intensified researcheary warning system (EWS) models. By
identifying the determinants of economic crises amsuring a country’s vulnerability to a
potential crisis, EWS models can be useful instmisén the prevention of future crises (see
box). However, for policymakers to be able to atyusard off an impending crisis, an EWS
needs to be of a sufficiently forward-looking natto provide room for timely proactive
measures. This is where the difficulty lies: ivesy hard for these models to reliably predict
when a crisis will actually occur. Moreover, ringing takarm bells could trigger a crisis itself

that might otherwise not have occurred.

Crisis management

Two topics take centre stage in the debate onatbalution of crises: an international lender of
last resort (LOLR) and greater private sector imgaient. Mishkin (1999) argues there is a
strong rationale for aimternational LOLR.* Although central banks act as lender of last tesor
to prevent the collapse of the domestic finangratesm, emerging market institutional features
may hamper an effective resolution of a crisistfi@extent that these countries have a history
of high inflation, expected inflation may rocketliie central bank provides massive liquidity
support or loosens monetary policy. This would leatigher interest rates, exchange rate
depreciation, and, given that emerging market gebtten denominated in foreign currency
and carries short maturity, a substantial detetimmaof firms’ and banks’ balance sheets and
cash flows. There is, in this view, a strong caseah international LOLR because the support it
provides would not lead to higher inflation. Moreoyby averting speculative attacks it could
play an important role in preventing contagion tioees emerging markets.

% One could argue that the IMF—in collaboration with the Worldbank and the major industrialised countries—already plays
the role of an international LOLR. An important distinction between the IMF and a domestic LOLR is, however, that domestic
central banks can create high-powered money without limit, whereas the IMF cannot create international reserves. It can
issue Special Drawing Rights, but these are a potential claim on the freely usable currencies of IMF members. Moreover,
most central banks have independent authority and hence can generally act swiftly. Actions by the IMF, on the other hand,
require the approval of its Executive Board (Schwartz, 1999). The IMF introduced the Supplemental Reserve Facility in
December 1997, which goes some way towards international LOLR lending. It is designed to meet a need for large-scale
short-term financing resulting from a loss market confidence. It is, however, only provided when certain conditions are met.
Approval depends, for instance, on the amount of financing provided by other (both official and private) creditors.
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Predicting Crises: Early Warning Systems

Early warning system models (EWS) consist of a set of indicators that measure vulnerability to a crisis.® Widely used
indicators include real exchange rate overvaluation, reserve adequacy, foreign reserves growth, domestic credit growth,
export growth, and current account. The Asian crisis has raised greater attention for variables that reflect the state of
corporate balance sheets (leverage, maturity structure) and institutional factors (capital account openness, banking
supervision, depositor safety, political instability). There is also a growing interest in modelling financial market linkages
that capture the transmission of shocks across currency, security, and credit markets.

Three broad approaches can be discerned. First, leading indicator models examine a number of variables and transform
them into discrete (binary) signals. Once a given threshold has been crossed the model is said to call a crisis. The
downside of these models is that they involve a loss of information, since they do not show the extent to which variables
have moved into the critical zone (Bussiére and Fratzscher, 2002). Second, limited dependent variable probit/logit
models have the attractive feature that they capture the non-linear effects of explanatory variables on the crisis
indicator. A given deterioration in reserve adequacy, for instance, may be more worrying if the result is that reserves no
longer cover short-term debt, compared to a situation where they already failed to do so in the first place (Bussiere and
Fratzscher, 2002). A third type of models uses a continuous index to anticipate the severity of a crisis. The Dutch central
bank, for instance, developed a model which yields both a probability of a crisis and its expected intensity. The former is
best explained by indicators of country solvability and liquidity, while the latter is explained by contagion effects and
reserve adequacy (DNB, 2000b).

In addition to monitoring a number of external models, the IMF operates two ‘in-house’ EWS models.b These models,
the Developing Country Studies Division (DCSD) model and the (modified) Kaminsky, Lizondo, and Reinhart (KLR)
model, forecast exchange market pressure over a 24-month horizon using a summary binary indicator of crisis
vulnerability. The models differ in their econometric methodology. In short, the DCSD model uses a multivariate panel
probit regression technique (5 explanatory variables) to estimate the probability of a crisis within 24 months. If this
probability exceeds a critical value, the model calls a crisis. The KLR model, in contrast, first examines each explanatory
variable individually—if a variable exceeds a given threshold it sends a signal—and then constructs a composite crisis
index. On the basis of past performance, the model subsequently assigns a probability of a crisis for each value of this

aggregate index. The model gives a crisis warning if the corresponding probability exceeds an optimal threshold.

The empirical performance of EWS models is mixed. Most models are significant predictors of actual crises but still
generate considerable errors. They suffer the common statistical faults: they provide false alarms in the sense that they
predict a crisis where none has actually occurred (so-called type | errors), and they fail to predict crises that did occur
(type Il errors). The challenge is to balance these errors such that the welfare costs they entail are minimised.’ It is
important to realise that EWS models are complementary to, not a substitute for, comprehensive country-risk

surveillance and intensive policy dialogue.

a The focus of this box is on currency crises.

b Also see IMF (2002).

¢ See for instance Bussiére and Fratzscher (2002). It is difficult to estimate these welfare costs. False alarms may, for instance, reflect
pre-emptive policy measures in a situation where vulnerability was indeed high. In those cases ‘false’ alarms should rather be seen as an
indicator of success. Failed alarms (i.e. missing a crisis) may be very costly if the crisis could have been prevented by a timely signal.
Yet, making the models more sensitive—in the sense that they would emit signals sooner—may also be costly, if a signal weakens
confidence or causes a speculative attack and thus triggers a crisis itself.
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Mishkin (1999) stresses that the operation of &rivational lender of last resort should be
guided by four principles. First, emergency fundamguld not be provided unconditionally; it
should be accompanied by efforts to strengthenlaémy and supervisory systems to restore
confidence. Second, the faster liquidity is prodidee better. This means that conditions for
access to credit facilities should be set befordhrather than negotiated at the time of crisis.
Third, to adequately deal with a financial crigialance sheets of both financial and non-
financial firms should be restored. Fourth, sinoérdernational LOLR creates serious moral
hazard problems, it should be used only very infesly and come with measures to reduce
these perverse incentives.

These points illustrate the problem with the comadan international LOLR: its required
regulatory and supervisory powers may impinge enstbvereignty of national governments
and may thus be met with considerable resistanocee®er, it is difficult to distinguish
between illiquid and insolvent countries. Only fhemer should be given unlimited support;
the latter demands restructuring and adjustmenBAI®99). Another issue is that of
resources. The IMF, which would be the obvious @atd for international LOLR, does not
have the amount of resources that may be requihelike central banks, which can provide
unlimited liquidity assistance, the Fund cannobpnmioney and thus depends on the
contributions from member-states for it to a créglllOLR.

The problems associated with moral hazard andduhdtvailability of official resources would
partly be met by relying more heavily pnivate sector involvement in the resolution of

crises® The bailing-in of private creditors can be achiktlerough encouraging them to agree
on, for instance, the suspension of payment dwistnd-still period, allowing a roll-over or a
lengthening of maturities, and interest or debtotidns (Kawagt al., 2001). Another option is
that the IMF ‘lends into arrears.ge. provides financing to governments that have hated
debt payments to private creditors, but are orktimterms of policy adjustment and their
efforts to reach an agreement with creditors. Wusld signal that the country deserves
support, and would thereby facilitate private seatgolvement and an orderly work-out. While
there is agreement on the need for greater praegtor involvement, there is no well-defined
approach. The International Monetary and Finar€@hmittee agreed on a framework for
private sector burden sharing in Prague in 2000itbimplementation in the recent case of
Argentina—inclining towards default rather than quemtion—has not been satisfactory. This
framework favours a voluntary approach, but recegmihat in some cases more coercive
measures might be warranted. If a crisis countsygdraspects of a relatively easy return to
international capital markets, a combination oabaic financing by the IMF and policy
adjustment could be enough.

% The Dutch Ministry of Finance (Ministerie van Financién, 2003) believes that the IMF should not act as an international
LOLR and therefore deems this ‘bailing-in’ of private creditors essential in the management of crises.
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Other potentially useful instruments in crisis letion arecollective action clauses (CACs) in
bond issues. These arrange the collective reprgam(by a qualified majority) of bond-
holders of a particular issue and prevent ‘holdbyttlissident creditors. CACs could thus make
it easier to reach debt-restructuring agreemergnEough CACs were already endorsed by
the 1996 Rey Report, there has been little progretieeir practical application. This partly
reflects concerns in emerging markets that theylaviaad to higher borrowing costs. To
promote their wider use, members of the Europeadnriagreed in 2002 to include them into
their bonds issued under foreign law. In April 2@@8h Mexico and Brazil issued bonds that
included CACs. Others, such as Korea and Uruguag falowed>! There is no evidence of a
market premium for the use of CACs.

The proposal by the IMF’s First Deputy Managingdgior Anne Krueger for Sovereign Debt
Restructuring Mechanism (SDRM) has also received a considerable amouriterfitéon. It has
features similar to CACs but goes much farther. $B&M would cover the whole stock of
existing debt—not just bonds of a particular issueg—anuld apply to all countries at the same
time, thereby avoiding the ‘first-mover’ problensasiated with CACE? By providing a
predictable framework for dealing with unsustaiestbvereign debt, the SDRM would allow
the IMF to focus its efforts on countries with lidity problems. The proposal was, however,
side-lined in 2003.

Rethinking Exchange Rate Regimes and Capital Flows

The events in Asia have rekindled the debate oapipeopriateexchange rate regime for
emerging markets. As the Asian financial crisis $la@wn, pegged or nearly-pegged exchange
rates can be highly crisis-prone, certainly forrtoies with large amounts of foreign currency-
denominated debt or a weak banking system. Althqeglyed exchange rates provide a
nominal anchor that may help curb inflation, anduee volatility in thin foreign exchange
markets, the danger is that the perceived absdreabange rate risk will encourage undue
risk taking and result in excessive capital inflo@sice credibility has been shattered and the
peg can no longer be defended, the fall in the &xgé rate is often much larger and the
economic adjustment more severe than would haveramt had the currency been allowed to
float freely.

Increasingly, the widely-shared belief is that otlilg extremes of the spectrum of exchange
rate regimes are suitable for emerging economidsei®hey should let their currencies float

% At the end of 2002, roughly 30% of international sovereign bonds issued by emerging markets included CACs.

2 The use of CACs is a contractual approach: CACs cover only the contracts (bond issues) to which they are applied. The
SDRM, in contrast, is a statutory approach: it would be laid down in the IMF’s Articles of Agreement. Hence, universality
would be guaranteed.
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freely or they should adopt ‘hard pegs’, such asericy boards or even official dollarisation.
Given the potential volatility of capital movemenitgermediate regimes would no longer be
tenable, since capital would flee the currencyhatdlightest hint of devaluation. Of the two
polar cases, flexible exchange rates are genesadly as the preferred option. Currency boards,
for instance, require a decision about the ratehéth to fix the domestic currency and, more
importantly, may even increase domestic financisiability since the central bank can no
longer act as a LOLR (Velasco, 2000). Flexible exaje rates, on the other hand, can act as a
cushion to external shocks and provide monetarigpautonomy?®

Of the five countries most heavily affected by Awan crisis, only Malaysia now operates
a conventional pegged arrangement (to the US dollaie others havel¢ jure) adopted a
flexible regime: Korea and the Philippines haveratependently floating exchange rate, while
Thailand and Indonesia operate a managed flogtdctice, as is hinted in the following box,

exchange rate regimes may be more rigid than stegjby the these official classifications.

Interveners and fixers?

The recent criticism that Asian economies are conducting increasingly rigid or “competitive” exchange rate policies and
are accumulating vast amounts of foreign exchange reserves’ seems justified not only in the cases of China and Japan,
but to a certain extent also in that of the former crises countries. Both China and Japan have allowed their stocks of
foreign exchange reserves to expand markedly; the former by keeping its exchange rate rigidly fixed to the US dollar,

the latter by containing the upward pressure on its currency.

Similarly, since the end of January 2002, foreign exchange reserves have increased by about 43% in Korea and
Malaysia and by about 23% in Indonesia and Thailand. This is due to current account surpluses, and in the case of
Korea also to large net capital inflows. Over the same period, the US dollar value of the won and baht increased by
about 10% and the rupiah by double that. Malaysia has held its currency fixed to the US dollar since September 1998.
Presumably, East Asian exchange rates would have appreciated more strongly if monetary authorities had overcome
their ‘fear of floating’ and exchange rates were truly allowed to move freely. The Philippines, on the other hand, saw the

US dollar value of the peso fall by 8%. Foreign exchange reserves declined by approximately 5%.

a See for instance Wolf (2004a, 2004b).

The Asian financial crisis also provides valualgigsns abodtnancial liberalisation in
emerging markets. It suggests that liberalisatiothomestic financial markets should follow,
rather than outpace, the development of adequgtdatery and supervisory institutions. A

strong financial sector and sound macroeconomiicipslare prerequisites for prudent financial

liberalisation. The liberalisation process itsélbsld also be carefully sequenced. In particular,

FDI and other long-term capital flows which arestyly associated with growth and

% See Rajan (2002) for a discussion of exchange rate arrangements for Southeast Asia. He takes issue with the
recommendation that developing countries should move away from intermediate exchange rate regimes and favours a
(flexible) currency basket arrangement for Southeast Asia.
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investment should receive early attention, whilktite short-term cross-border debt flows
which are prone to speculation should be the tast bn the list* The Chilean experience with
unremunerated reserve requirements of one yealt partfolio foreign capital inflows suggests
that this type of capital controls may be effeciiveliscouraging volatile short-term capital
inflows without reducing aggregate capital inflows.

A more contentious issue is the restriction of tdmutflows. Controls on capital outflows
may be a component of crisis management, but itheiosition could create new problems.
Although controls on outflows allow policy makeosreduce interest rates without setting off a
devaluation of the domestic currency, they creatmss distortions and misallocations and
may even worsen market sentiment. Kaetail. (2001) do not reject the use of controls of
capital outflows in general, but suggest that thagrits should be evaluated in the context of
the circumstances.

Concluding Remarks

With the benefit of hindsight, one might argue titet IMF's policy response to the crisis, and
its implementation by the crisis countries, hasalafiys been appropriate. In a similar vein,
one could claim that the crisis could have beerngmted had macroeconomic policies been
sounder and regulation and supervision been maidept. Looking back on major financial
crises in the 1990s, Lawrence Summers (IMF, 20047precently noted that in each of these
cases, countries “made very active efforts to diiik the devil (speculators) and ended up on
the menu.”

Be that as it may, the Asian crisis offers valudbssons, and many of these have been
taken to heart. For instance, the IMF has takemie talanced approach to capital account
liberalisation® It has recognised that its campaign for capitabant liberalisation in Korea
was inappropriate; the Fund now supports a morgazauapproach in China. Likewise, it
agreed to capital restrictions in Uruguay to stesteiisis in 2002.

Yet, it is important to realise that the resolut@frfinancial crises is often as much about
politics as it is about economics. Designing tlghtipolicy response is vital, yet garnering
support to secure its implementation is just asiatulnstitutions matter too. Without a well-

3 Analysing past experiences with capital account liberalisation, the IMF (2001) concludes that the pace of reform has no
systematic effect on the likelihood of a crisis. Furthermore, a particular sequencing of the liberalisation process does not—by
itself—appear to be sufficient to avoid a crisis. Of far greater importance to successful capital account liberalisation are
financial sector stability and stable macroeconomic policies.

* Also see Ministerie van Financién (2004).
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functioning (economic and political) institutiorgttucture, well-meant policies may turn out to
be rather powerless.

It can (and should) not be denied that the intésnat financial arena is in a constant state
of flux. Although the actors have largely remairied same, some have evolved from being
merely an extra into a main figure, acting centegys. Emerging market countries have
assumed a greater role, some under more auspigicusnstances than others. Increasing
integration with global (financial) markets offerew opportunities, but also poses challenges.
One of the challenges for policy-makers is to mdy dearn from past experiences, but to also
be ahead of future developments.
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